
References

Leaning against the global financial
cycle

Andrea Ferrero, Maurizio Michael Habib, Livio Stracca and
Fabrizio Venditti

1Oxford University

2European Central Bank

3Banca d’Italia

Joint Workshop Bank of England - Banque de France – IMF –
OECD – Banca d’Italia

International capital flows and financial policies, 26 October
2021

The views expressed belong to the authors and are not necessarily
shared by the Banca d’Italia or the ECB.

1 / 25



References

Leaning against the global financial cycle

Menu of possible tools for EME in particular: monetary policy,
foreign exchange (FX) intervention, macro-prudential policies
and capital controls (and fiscal)

FX intervention is typically used ex-post to support the
domestic currency while macro-prudential measures are mostly
deployed during inflow episodes

Monetary policy and capital flow management measures are
found to be symmetrically used over the cycle [Fayad and
Ward, 2020], although there is evidence that capital controls
on inflows are used as an ex-ante macroprudential instrument
[Ben Zeev, 2017]

2 / 25



References

Our contribution

We look at the whole menu of counter-cyclical policies (ex
ante and ex post) available to cushion a global financial shock

Interplay between counter-cyclical policies and the quality of
institutions

Panel local projections on a large sample of advanced and
emerging economies, considering four types of counter-cyclical
tools and a measure of quality of institutions (World Bank’s
Rule of Law)

Theoretical model to rationalise the trade-off between building
good institutions vs. reacting ex post to the shock
(substitution or complementarity)
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Preview of the main findings

In countries that enjoy a stronger rule of law, domestic
financial conditions are significantly more isolated from the
global financial cycle

These countries are freer to use monetary policy to ease
financial conditions, and need to intervene less in the foreign
exchange market

The strength of institutions is a primary concern for
international investors, who ”punish” weaker countries that
tighten monetary policy in the middle of a financial crisis with
even more outflows

In countries that have stronger institutions, stabilization
policies are more effective in attenuating the effect of foreign
financial shocks

4 / 25



References

The intuition in a nutshell: Comparing Mexico and Chile

Figure 1: The effects of a global financial shock on Mexico and Chile

Impulse responses to a shock to the global financial conditions.
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Related literature I: global financial cycle and capital flows

Global financial cycle [Rey, 2013] (GFC)

GFC and local financial cycles [naki Aldasoro et al., 2020]
(equity prices/capital flows vs. credit/house prices)

Financial trilemma [Obstfeld, 2015]

Transmission of GFC to domestic credit conditions [di
Giovanni et al., 2021], [Cesa-Bianchi et al., 2018]
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Related literature II: capital flows and growth

Which types of flows are growth-enhancing? [Blanchard et al.,
2017]

Financial resource curse [Benigno and Fornaro, 2014]

There is much more to this literature; see Chapter 3 of the
2021 Committee on the Global Financial System report,
Changing patterns of capital flows

Benefits of capital flows more visible thanks to new literature
Role of institutions important
Sudden stops still a significant risk, though somewhat less than
in the past; see Covid-19 experience
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Related literature III: the effectiveness of policies

Are flexible exchange rates helpful? Rey [2013] (not really) vs.
Obstfeld et al. [2018], Habib and Venditti [2019], Geanakoplos
[1998] (yes, the trilemma still stands)

Ex ante reserve accumulation [Arce et al., 2019], [Scheubel
et al., 2019] and ex post use of exchange rate interventions
[Blanchard et al., 2015] may be helpful to cushion a capital
flow shock

High loan to value ratios and foreign currency debt amplify
the effect of a GFC shift [Cesa-Bianchi et al., 2018]

Role of macro-prudential regulation [Bergant et al., 2020] and
supervision [Neanidis, 2015]; macroprudential policies and
capital controls more effective as ex-ante line of defense
against foreign credit booms, monetary policy and FX reserves
as ex post counter-cyclical tools [Batini and Durand, 2021]
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Empirical analysis

Conceptual set-up:

There is a shock (St) that tightens financial conditions (Yi,t)
There are policies (Pi,t) that can be used to cushion the
effects of the shock on financial conditions
There are institutional features on which the government has
some control (Zi,t−1) that can shield financial conditions from
the shock
There are other fundamentals (Xi,t−1) more difficult to control
(e.g. external position) and other policies and features (e.g.
capital account openness or a fixed exchange rate) that matter
for the transmission of the shock

Monthly data, 22 emerging markets, 1995-2016

Restrict attention to countries with monthly data of decent
quality
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Data: financial conditions, policies and vulnerabilities

Table 1: Description of the variables and data sources

Variables Source

St
Excess Bond Premium Gilchrist and Zakrajsek [2012]/FRB
VIX Haver
Yit
Stock returns, sovereign spreads, exchange rates, GDP growth IMF/Haver
Pit
Short term interest rate (%) IMF and national sources/Haver
Foreign exchange reserves (% of GDP) IMF/Haver
Macro-prudential stance (index) MaPP (Alam et al. 2019)
Capital controls on inflows/outflows Fernandez et al. (2019)
Zit−1
Rule of Law −→ Main variable of interest
(Government effectiveness)
(Corruption control) World Bank
(Quality of Regulation)
(Political Stability)
Xit−1
Capital account openness (index) Chinn-Ito (2018)
Exchange rate regime (dummy) Obstfeld et al. (2010), updated
Current account balance (% of GDP) IMF/Haver
Foreign Debt in USD (% of GDP) Benetrix et al. (2019)
Net foreign assets (% of GDP) IMF/Haver
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Economic outcomes, financial conditions and institutions

yi,t+h − yi,t−1 =αi,h + βhEBPt + EBPt(δx,hZi,t−1 + βx,hXt−1 + γx,h∆Pi,t)+

δhZi,t−1 + φhXt−1 + γh∆Pi,t + OTHER + εi,t

yi,t is either stock prices, sovereign spreads, GDP growth, FX

OTHER includes lags of EBPt , lags of EBPt interacted with Zi,t−1,
macroeconomic controls (inflation and output), global variables (IP and
oil prices)

Lags of output and EBP remove any predictable movements in EBP; this
allows us to identify an unanticipated shock to EBP.

Quality of Instutions (Zi,t−1) and other fundamentals/features (Xi,t−1)
mediate the effect of shocks and policies on financial conditions

∆Pi,t poses an endogeneity issue. Two solutions (i) make the set Xi,t−1

rich enough to control for all time varying elements that impact on
policies and outcomes (ii) use Oaxaca-Blinder decomposition (see later)

11 / 25



References

Economic outcomes, financial conditions and institutions

Equity Spread Exch. rate GDP
t+1 t+6 t+1 t+6 t+1 t+6 t+1 t+6

EBP -9.07*** -15.3*** 0.63*** 0.62*** -2.29*** -3.62*** -0.73*** -0.98***
(1.30) (2.82) (0.100) (0.18) (0.69) (1.35) (0.13) (0.18)

EBP*Rule of Law 2.15** 2.24 -0.21*** -0.27*** -0.25 0.58 0.34*** 0.39***
(0.86) (1.61) (0.050) (0.086) (0.40) (0.61) (0.091) (0.086)

Rule of Law -2.17*** -15.0*** 0.11 0.89** -1.31** -10.1*** -0.97* -1.71**
(0.78) (3.96) (0.075) (0.40) (0.60) (2.82) (0.56) (0.80)

EBP*NFA/GDP 2.48* 13.6* -0.17 -0.78** 0.43 2.03 0.86 2.15**
(1.46) (7.75) (0.11) (0.33) (0.96) (4.97) (0.67) (0.90)

NFA/GDP 1.11 13.2*** 0.0079 -0.043 -0.25 1.99 1.27* 1.92**
(0.80) (4.00) (0.060) (0.29) (0.59) (3.30) (0.66) (0.84)

EBP*ChinnIndex 0.071 0.40 -0.0098 0.068 -0.051 0.61 -0.21** -0.29***
(0.24) (1.19) (0.022) (0.081) (0.16) (0.74) (0.086) (0.094)

ChinnIndex -0.11 -0.81 0.00038 0.059 0.077 0.69 -0.14 -0.19
(0.15) (0.89) (0.023) (0.12) (0.10) (0.50) (0.094) (0.14)

EBP*FlexOpen -0.17 2.50 0.093*** 0.10 -0.75*** -2.26* -0.63*** -0.20
(0.57) (1.89) (0.029) (0.13) (0.23) (1.20) (0.14) (0.16)

FlexOpen -0.60*** -4.30*** 0.032* 0.32*** -0.21 -2.58*** -0.63*** -0.63***
(0.21) (1.62) (0.017) (0.12) (0.14) (0.84) (0.13) (0.18)

Observations 4546 4546 3935 3935 3671 3671 4595 4595
Number of groups 21 21 21 21 17 17 21 21
Lags of Dep Var. YES YES YES YES YES YES YES YES
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Policy response, financial conditions and institutions

How do policies respond to global financial conditions? How does their
response interact with institutions?

Focus on the two most active policies: MP and RES

Pi,t+h − Pi,t−1 =αP
i,h + βP

h EBPt + δPh Zi,t−1 + φP′
h Xt−1 +

+ EBPt(δ
P
x,hZi,t−1 + φP′

x,hXt−1) + OTHER + εi,t+h.
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The causal effects of policies

Causal effect of policies can be examined using the Oaxaca-Blinder
decomposition.

First step: for each country estimate a policy reaction

∆hPi,t+h =ΘP
i,hEBPt + Controls + ηi,t

Then in a second step:

∆hyi,t+h =µh + βhEBPt + Θ̂P
i,hEBPtθ

h,S + Controls + Interactions + γi + ηi,t .

The coefficient θh,S estimates how the policy response mediates the
effects of changes in global financial conditions.

We also explore an interaction with a high/low rule of law dummy
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The causal effects of policies

Baseline Results With Interaction Terms

Equity Spread Exch. Rates Equity Spread Exch. Rates
VARIABLES t+1 t+6 t+1 t+6 t+1 t+6 t+1 t+6 t+1 t+6 t+1 t+6

Reserves -4.36*** -3.19* 0.17** 0.098 -0.029 0.50
(1.31) (1.71) (0.081) (0.062) (0.49) (0.59)

Mon. Pol. -0.73 0.71 -0.22 0.25* -0.039 0.91
(1.33) (1.24) (0.14) (0.14) (0.77) (1.13)

Reserves/Weak Law -3.16** -2.48* 0.065 0.041 -0.38 0.57
(1.54) (1.45) (0.100) (0.083) (0.74) (0.87)

Reserves/Strong Law -6.23*** -3.81 0.30*** 0.25** 1.31 -0.33
(1.65) (2.54) (0.081) (0.11) (0.96) (0.96)

Mon. Pol/Weak Law -0.65 1.05 -0.27 0.25* -0.58 0.58
(1.54) (1.44) (0.17) (0.15) (0.86) (1.16)

Mon. Pol/Strong Law 1.59 -1.52 -0.028 -0.35 13.1*** 9.96**
(3.65) (3.94) (0.29) (0.31) (3.65) (4.29)

Observations 4546 4546 3935 3935 3671 3671 4546 4546 3935 3935 3671 3671
Number of groups 21 21 21 21 17 17 21 21 21 21 17 17
Lags of Dep Var. YES YES YES YES YES YES YES YES YES YES YES YES
R2 Within 0.16 0.27 0.11 0.18 0.092 0.17 0.16 0.27 0.11 0.19 0.095 0.17
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A model of optimal leaning against the global financial
cycle

Very stylised model with three main elements, (i) a small open
economy (SOE) with (ii) an impatient household who borrows
from abroad at (iii) conditions that are influenced by a global
financial shock, similar to Jeanne and Ranciere [2011] and
Scheubel et al. [2019]

The government can (i) ex ante undertake costly structural
reforms that alleviate the external borrowing constraint and
reduce the country’s dependence on the GFC and (ii) ex post
transfer resources to (withdraw resources from) households
when the GFC tightens (loosens)
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Budget constraints

For the SOE household, the following budget constraint holds,

ct = yt + bt − bt−1rt−1 + gt (1)

where c is private consumption, y is income (endowment), b is
borrowing from abroad, r is the interest rate paid, and g is a net
transfer from the government, all defined in real terms (it is a
flexible price model).
Government balance sheet specified as an accumulation of
(foreign) reserves res,

rest = rest−1r̄t−1 − gt (2)

Note that reserves are remunerated (paid) at the world risk free
rate r̄ , with r̄ < r .
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Borrowing conditions for households

As the SOE household is more impatient than the rest of the
world, a collateral constraint exists in order to limit
over-borrowing. The constraint is assumed to be always binding:

bt = ωtyt (3)

where the tightness of the collateral constraint is driven by

ωt = ω̄(1 − ρω) + ρωωt−1 − (1 − ρω)εt + (1 − ρω)Xt−1(1 + εt + ε2
t )

(4)
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Utility maximization

The representative household maximises a log consumption
utility, using a discount factor β that is smaller than the world
discount factor

The government, in turn, maximizes the following utility
function over gt and Xt ,

Ugov = ln(ct) −
χ

2
X 2
t − γ

2
res2

t (5)

The government can (i) strengthen the country fundamentals
ex ante, so that the country is shielded once the shock hits,
and/or (ii) conditional on the realisation of the shock, transfer
or withdraw reserves from the household, cushioning the effect
of the shock ex post
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The effect of financial and endowment shocks

Figure 2: The red solid lines report the effects of an adverse global
financial shock, the blue dashed lines of a negative endowment shock.
Welfare is measured by discounted expected utility in the following 10
periods.
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The role of the cost of structural reform χ

Figure 3: The red solid lines report the effects of an adverse financial
shock in the baseline calibration, the blue dashed line in a calibration
where χ = 0.01, i.e. it is easier to carry out structural reform. Welfare is
measured by discounted expected utility in the following 10 periods.
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The role of the cost of cyclical policies

Figure 4: The red solid lines report the effects of an adverse financial
shock in the baseline calibration, the blue dashed line in a calibration
where γ = 0.025, i.e. it is easier for the government to make transfers to
households. Welfare is measured by discounted expected utility in the
following 10 periods.
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Key messages from the model

A persistent financial shock elicits a response from both
cyclical and structural policies

Less costly structural reforms dampen the counter-cyclical
response (as in the data)

Vice versa, a more efficient counter-cyclical policy elicits a
weaker response from structural policy (something that we
have not tested in the empirical analysis)

Overall, in the model structural and counter-cyclical policies
are to a large extent substitutes
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Welfare-reducing cyclical stabilization?

The counter-cyclical policy can be ”too good” - a too active
ex post stabilization policy removes the precautionary reason
for structural reform; a lack of incentive for reform created by
too efficient ex post stabilization may lead to a welfare loss

Resonates with IMF Institutional View: countries should
prioritise improving fundamentals over other policy tools, such
as capital controls, that can represent at best ”quick fixes” to
external shocks (”lexicographic” concept)
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Key results once again

In countries that enjoy a stronger rule of law, domestic
financial conditions are significantly more isolated from the
global financial cycle

These countries are freer to use monetary policy to ease
financial conditions, and need to intervene less in the foreign
exchange market

The strength of institutions is a primary concern for
international investors, who ”punish” weaker countries that
tighten monetary policy in the middle of a financial crisis with
even more outflows

In countries that have stronger institutions, stabilization
policies are more effective in attenuating the effect of foreign
financial shocks
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